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TAX NEWS
By LOUISE A. SALLMANN, C.P.A., Oakland, California
“Tax News” is usually devoted to a se­
lected number of items related by treat­
ment as to inclusion or exclusion from 
income or deductible or non-deductible 
therefrom. This column will concern itself 
with items, completely unrelated in na­
ture, which have a common denominator 
of careful attention to procedures used 
and methods of preparing substantiating 
records.
In the case of Patchen, TC, an engineer­
ing partnership changed its records from 
the cash to the accrual basis but con­
tinued to file its returns on the cash basis. 
Even though both methods clearly re­
flected the firm’s income, the Tax Court 
held that the action was improper. It said 
that the Commissioner should not be bur­
dened with the task of reconciling a cash­
basis return with books kept by another 
system. If the accrual method was a more 
accurate one, the Commissioner was held 
entitled to the benefit of the increased 
accuracy and could require a change in 
reporting methods. As accountants, we are 
aware that partnerships, such as architec­
tural firms, use such practices to secure 
credit with financing agencies. Fees are 
billed on a progression basis and do not 
necessarily coincide with expenditures. 
Hence, a “feast or famine” situation gen­
erally exists. A cash basis statement is 
worth nothing to the credit grantor and 
consequently an accrual basis financial 
statement is mandatory. Books kept on a 
cash basis for income tax purposes may 
easily be converted for statement pur­
poses only, if the proper subsidiary ac­
crual basis records are maintained.
In Palmieri, 27 TC No. 83, Nan Palmieri 
allowed her aged parents to occupy a 
house she owned. She paid all taxes and 
repairs. She also paid to advertise a room 
in this house for rent and let her mother 
collect and use the $10 weekly rent the 
room brought. The Tax Court decided that 
the one who is truly entitled to receive 
income pays the tax even though its actual 
receipt is channeled directly into the 
hands of another. As a result Nan was 
required to include $260 less allowable 
deductions of $90.94 (property taxes, etc.) 
in her income. There are several possible 
methods of circumventing this tax treat­
ment. Certainly, Nan should be entitled 
to a deduction for care and maintenance 
of the rented premises which could be 
paid by her to her mother, to say nothing 
about depreciation which it would seem 
is not included in the $90.94. Another 
possibility, would be a gift by Nan to her 
parents of a life tenancy in the property 
which, of course, would entitle them to 
any income generated therefrom. Probably, 
no gift tax would result because of age 
and exemptions.
Then there is the case of the “Engineers 
Club of Dallas, USDC N.D. Texas, No. 
6526,” in which the Court found that the 
Club did engage in some worthwhile pro­
fessional practices, but that the profits in 
the sale of liquors and beer and wine were 
astonishing and, therefore, it was primar­
ily a Social Club. If the Court intended to 
deny the tax exemption on the basis that 
this was a social club, the decision may 
be upset as exemption is granted to “clubs 
organized and operated exclusively for 
pleasure, recreation, and other nonprofit- 
able purposes, no part of the earnings of 
which inures to the benefit of any private 
shareholder” (101 (9) IRC, 39; 501 (c) 
(7) IRC54). The Commissioner has ruled 
that such a club qualifies for exemption 
even though it operates a bar or restaurant 
from which it derives its principal income, 
provided that only members and their 
guests are permitted to use the club’s 
facilities. The problem here seems to be 
that this club was neither a business nor 
social club. The solution for the Texas En­
gineers might well be to segregate busi 
ness from pleasure into two separate clubs. 
’Tis said, business and pleasure do not 
mix well, and in this case, certainly not 
in the Tax Courts.
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